Although the official statistics imply that the rate of growth of real GDP in the United States has declined in recent years, it has still been substantially higher than the real growth rates in Europe and the other industrial countries, leading to higher real per capita incomes. This paper discusses ten reasons for the higher rate of real economic growth.
Martin Feldstein 1
Although the official statistics imply that the rate of growth of real GDP in the United States has declined in recent years, it has still been substantially higher than the real growth rates in Europe and the other industrial countries. The sustained higher rate of real GDP growth in the United States over a longer period of time has resulted in a substantially higher level of real GDP per capita in the United States than in other major industrial countries.
In 2015, real GDP per capita was $56,000 in the United States. On a purchasing power basis, the real GDP per capita in that same year was only $47,000 in Germany, $41,000 in France and the United Kingdom, and just $36,000 in Italy.
So the official measures of real GDP clearly point to the cumulative result of higher sustained real growth rates in the United States than in the major industrial countries of Europe and Asia. 2 1 Professor of Economics, Harvard University. This paper was presented at the meeting of the Allied Social Sciences Association meeting in Chicago, January 7, 2017.
2 In my remarks I will focus on the long-term differences in growth rates that have produced the current differences in the level of real GDP rather than the growth rate differences in the past few years. I don't understand why the measured rates of U.S. real GDP growth declined in the recent past or whether this was more than a return to the lower growth rates that prevailed in earlier years.
Real Growth is Higher than the Official Record Implies
Before giving some reasons for the higher cumulative growth in the United States, I want to stress my belief that the official estimates of real GDP growth in the United States and probably in other industrial countries substantially understate the true rise in the real output of the economy. I have reached this conclusion by studying carefully the methods used by the U.S. Bureau of Labor Statistics (BLS) and the Bureau of Economic Analysis (BEA) to estimate real GDP growth. 3 There are two reasons why the government statisticians in these agencies have a very difficult job in going from the annual rise in nominal GDP to the corresponding rise in real GDP and, as a result, produce estimates that understate the true rise in real GDP.
First, measuring the increase in real GDP requires taking into account the changes that occur in the quality of goods and services. Second, the measure of increased real output should in principle take into account the value to consumers of newly created goods and services. In practice, the government agencies underestimate the value of product improvements and do not even try to take into account the value to consumers that occurs when new products are created.
3 These comments about the mismeasurement of real GDP growth are a summary of remarks that I made at the Brookings Institution on September 9 th , 2016 (available at www.nber.org/feldstein) and of a longer technical discussion that will appear this year in the Journal of Economic Perspectives.
Let me explain each of these in turn.
To assess changes in product quality, the BLS asks the manufacturers of a large number of products: "Did your product change from last year?" If the manufacturer says that the product did not change, any change in the price of the product is correctly treated as pure inflation. But if the manufacturer says the product did change, the BLS asks "What is the marginal cost of the new input requirements that are directly tied to changes in product quality?" If the manufacturer says there wasn't any increased cost, the BLS concludes that there's been no quality change.
In short, the BLS concludes that there has been a quality improvement if and only if there is an increase in the cost of making the product. That's a very narrow, and in my judgment, incorrect way to measure quality change. It says: "If it doesn't cost more to make the product, there's no quality improvement." In reality, of course, producers improve products in ways that don't cost more to produce or may even cost less. And that's what we, as economists , think of as true technical progress. But the official government method, which the BLS calls "the resource cost method of quality adjustment," focuses on the increased cost of inputs rather than the value of the product to consumers and other end users.
Although this is the dominant method used by the BLS, it is not the only method. For some products, the BLS uses hedonic regressions to assess the relation between changes in the market price of a product and changes in a selected number of product attributes.
But the overall result of the official method is to understate the value of changes from year to year in product quality.
When new products are introduced, there is no attempt to reflect the extra value to consumers created by those products. When a new product is developed and sold to the public, its market value enters into nominal GDP. These nominal values of GDP are converted to real values using price indices that don't reflect the new product at all. Why? Because the new product is too small in the beginning to be worth changing the weights in the GDP price index. But over time, if the new product eventually represents a large enough amount of spending, the BLS includes the changes in its price explicitly in the price index. After that the BLS tracks increases and decreases in the price of the product like any other existing product.
But the process that I've described never tries to take into account the value created by the new product per se. And that's true for smart phones, it's true for tablets, it's true for new pharmaceutical products, it's true for many, many other products.
Think about statins, the remarkable drug that lowers cholesterol and reduces deaths from heart attacks. By 2003, statins were the best-selling pharmaceutical product in history. By then it was in the price index. And when patents expired and generic forms of the statins became available, the prices fell and the BLS recorded that, implying a rise in real incomes. But it never estimated anything for the value that consumers would place on the major reduction in mortality that came about as a result of the introduction of statins.
A quick history of statins indicates the importance of ignoring the value to consumers when this new product was created. In 1994 researchers published a five-year study of 4000-plus patients. They found that taking a statin drug caused a 35 percent reduction in cholesterol and a 42 percent reduction in the probability of dying of a heart attack. Well, it didn't take long for statins to become a best-selling product with dramatic effects on cholesterol and on heart attacks. Between 2000 and 2007 the percentage of men 65 and older taking a statin doubled to about 50 percent. High cholesterol levels declined by more than half among men and women over age 75, and the death rate from heart disease among those over 65 fell by one third.
This was a remarkable contribution to the public's well-being over a relatively short number of years, and yet this part of the contribution of the new product was not reflected in real output or real growth of GDP. And this of course is just one example of a myriad of new goods and services that get introduced year after year.
According to the official statistics, real GDP per capita increased at an annual rate of only 1.4 percent in the most recent twenty year period. I don't know by how much these official estimates understate the true rise in real GDP per capita. It could easily be by two percent a year, implying that the true rise in real GDP was more than twice as fast as the official estimates. (2) A financial system that supports entrepreneurial activities. The United States has a more developed system of equity finance than the countries of Europe and a decenetralized banking system that helps local entrepreneurs. The equity finance system includes "angel investors" willing to finance start-up firms and a very active venture capital market that helps finance the growth of firms. The national system of small local banks that provide loans to new businesses includes more than 7,000 individual small banks that are important in their local communities. States, there are also special rules that provide access to the U.S. economy and a path for citizenship ("green cards") based on individual talent and industrial sponsorship. A separate special "green card lottery" provides a way for eager people to come to the United States.
(6) A culture and a tax-transfer system that encourages hard work and long hours.
The average employee in the United States works 1800 hours per year, substantially longer than the 1500 hours worked in France and the 1400 hours worked in Germany. Of course workers in some Asian countries work much longer hours, with working hours over 2200 per year in Hong Kong, Singapore, and Korea.
(7) A supply of energy that makes North America energy independent. The private ownership of land and mineral rights has facilitated a rapid development of fracking to expand the supply of oil and gas. Although Schumpeter's book was published more than twenty years after he had moved from Europe to the United States, his warning seems more appropriate to Europe today than to the United States. The welfare state has grown in the United States, but much less than it has grown in Europe. And the intellectual climate in the United States is much more supportive of capitalism.
If Schumpeter were with us today, he might point to the growth of the social democratic parties in Europe and the resulting expansion of the welfare state as
